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International
Accounting
Accounting For Acquisition Of Foreign Subsidiaries

Editor:
Ula K. Motekat, CPA, Ph.D.
University of Massachusetts
Amherst, Massachusetts

Since there is as yet no textbook
devoted to the accounting problems of
multi-national corporations, some of
the problems will be discussed in this
and future issues. The purpose is
twofold: 1) it is hoped that the proposed
solutions to problems not settled by
authoritative pronouncements, such as
APB Opinions and FASB Statements,
will help readers; and 2) it is hoped that
the suggested accounting practices will
stimulate a dialogue in the profession
which might lead to generally accepted
accounting practices for multi-national
corporations.
The problems encountered by ac
countants in preparing financial
statements of multi-national cor
porations can be divided into roughly
two categories:
1. There are problems inherent in the
consolidation process per se which ac
countants have to solve when they
prepare financial statements for any
American parent company, regardless
of whether its subsidiaries and investees
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are domestic or foreign corporations.
Some of these problems are, however,
more likely to occur in multi-national
groups and some of them are aggravated
by the problems of foreign currency
translations. This series of columns will
explore only those consolidation
problems which are more frequently en
countered in multi-national groups and
those which are made more difficult by
foreign currency translations.
2. American parent companies with
foreign subsidiaries and investees face
additional problems which are caused
solely by the fact that some of the stock
investments are in foreign corporations
that are subject to foreign laws and
foreign business and accounting prac
tices. One major problem area in this
respect is the restatement of host coun
try financial statements, prepared in ac
cordance with foreign accounting prin
ciples and practices and with foreign
laws, into financial statements adhering
to generally accepted accounting prin
ciples. (GAAP). A very simple example

is the reclassification of a French
balance sheet prepared under the Plan
Comptable to look like an American
balance sheet. A more complicated ex
ample is the problem posed by a British
balance sheet in which an expensive of
fice building in the City of London is not
depreciated and the accountant must
decide what adjustments to make before
the British balance sheet can be con
solidated with the American parent’s
balance sheet.
Since laws and accounting principles
and practices vary widely from country
to country, the problems encountered in
converting host country statements into
statements under GAAP also vary wide
ly and require detailed and expert
knowledge of accounting in many coun
tries. It is not the purpose of this series of
columns to discuss in detail the financial
statements of any one foreign country
and to suggest ways of converting them
into statements following GAAP.
Rather, the purpose will be to focus on
general patterns of foreign accounting,
business usage, and laws and to discuss
the problems they pose in the prepara
tion of parent company or consolidated
statements. An example of such a
pattern is the wide-spread practice in
other countries to record tax values on
the corporate books and therefore to
show no deferred taxes. All American
companies with investees in any con
tinental European country, for instance,
are likely to run into this situation. By
highlighting problem areas of general
applicability the discussion can avoid
getting bogged down in the specific laws
and accounting principles of any one
country and concentrate instead on
general cases which can then be adapted
to specific situations.

PROBLEMS AT ACQUISITION
Whenever an American company ac
quires a substantial interest in the out
standing voting stock of another com
pany it must allocate its purchase price
to the net assets of the investee. This is
done by determing both the book value
and the fair value of each asset and
liability. In the case of foreign investees
special problems can arise. They are the
subject of this column.
Determination of Book Value
To determine the book value of the
common stock of any investee company
the American accountant may have to
make two kinds of adjustments: 1) the
book value of senior securities may have
to be computed and subtracted from
total net worth; and 2) the asset and

liability accounts may require ad
justments to state them at their correct
values. Both kinds of adjustment may be
necessary when the book value of a
foreign investee is computed.

Adjustments For Senior Securities
For an American investee company
only the computation of the book value
of the preferred stock is generally re
quired. In the case of cumulative
preferred stock this should, of course,
include any dividends in arrears at the
date of acquisition. The same treatment
applies to the outstanding preferred
stock of a foreign corporation.
In addition to typical preferred stock
many countries recognize other forms of
stock with a superior claim on dividends
which are unknown in this country. The
ones most frequently encountered are:
1. Founders’ shares are voting shares
issued to the founders of the corpora
tion. They are generally issued at par
and are often redeemable at par. They
are frequently entitled to multiple votes
and higher dividends per share than or
dinary common shares. Sometimes they
have a preferential right to dividends
similar to preferred stock. If they are
redeemable, they usually retain all their
dividend and voting rights after redemp
tion but lose their liquidation value.
2. Benefit shares may be founders’
shares under another name. They may
also be issued for services rendered,
either at incorporation or later on, and
the value of the services may or may not
be recorded. If a value is recorded for
them, it is generally their par value at
which they often can be redeemed at any
time without losing their voting and
dividend rights. If no value is recorded
for them, or if they have been wholly
redeemed, they have no liquidation
value. Like founders’ shares they may
have multiple voting rights and superior
and preferential dividend rights.
3. Partly or wholly redeemed shares
are usually founders’ or benefit shares
which have been redeemed, either whol
ly or in part. In general, partial redemp
tion reduces their liquidation value
proportionately; total redemption
eliminates their liquidation value. Part
ly or wholly redeemed shares, however,
usually retain all their dividend and
voting rights.
If any of the shares described above
have a liquidation value, it can serve as
the starting point in the computation of
their book value. But if they have no li
quidation value or if they are entitled to
proportionately larger dividends, the
accountant has to determine what book

value, if any, to assign to these shares.
Even though they will not participate in
the distribution of assets in liquidation,
their rights to dividends do constitute a
drain on earnings without a correspon
ding contribution to them. Since these
rights are similar to rights granted under
longterm contracts they will be discuss
ed more fully in that section.
Adjustments of Assets and Liabilities
Since presumably all balance sheets
prepared by American corporations
adhere to GAAP, the book values of
assets and liabilities are generally not
questioned at the date of acquisition.
The only adjustments necessary are
therefore corrections of errors, such as
the omission of assets and liabilities and
the over-or-undervaluation of estimated
future expenses like bad debts and
warranties.
The balance sheets of foreign cor
porations, however, have not been
prepared in accordance with GAAP.
Therefore the first step is to restate the
book values, as determined under
foreign accounting principles, to book
values conforming to GAAP. This treat
ment is implicit in paragraph 10 of
FASB Statement No. 8, which requires
restatement of foreign financial
statements to conform to GAAP if they
are to be included in consolidated
statements.
Two major differences between
foreign accounting principles and
GAAP are the wide-spread practice
abroad of recording tax values on the
corporate books and the excessive — to
American tastes — conservatism in
other countries which makes secret
reserves highly desirable.
The logic behind recording tax values
on the corporate books is beautifully il
lustrated by the German accounting
principle that the financial statements
per books are the basis for the corporate
tax return.1 Coupled with the German
income tax law, which states that deduc
tions can be taken on the tax return only
if they are recorded on the corporate
books, this means in fact that the tax
return constitutes the basis for the finan
cial statements.
In many foreign countries the tax
code prescribes the useful lives of fixed
assets and totally disregards corporate
intentions and differences among firms.
For example, in Austria buildings con
structed before 1940 have a tax life of
forty years, buildings constructed after
1945 have a tax life of fifty years. (Ap
parently no buildings were constructed
in Austria during World War II.) This

means that buildings constructed in
1930, 1830, and 1730 and now acquired
by a taxpayer all have a forty-year life.
Across the border in Germany, on the
other hand, the decisive construction
date is December 31, 1924. Buildings
constructed by that date have a forty
year tax life, buildings constructed after
that date have a fifty-year tax life.
Another feature of foreign tax laws is
that quick write-offs are often granted
for assets located in certain parts of the
country, such as southern Italy and
West Berlin, or for assets serving
specific purposes, such as noise and air
pollution abatement. The quick write
offs are handled in various ways: the
useful life can be reduced drastically,
allowing a company to write off a fac
tory building in five or ten years; or the
useful life can be stated realistically, but
a large proportion of the cost can be
written off in the first few years, allow
ing a company to write off half the cost
of a machine with a ten-year life in the
first two years.
A third practice common in many
countries is that the tax code permits the
expensing of assets costing less than a
specified amount. This amount can be
substantial; in West Germany, for in
stance, it’s DM 800 (about $330 at
current exchange rates). Given the ex
treme conservatism in many countries
and the understandable desire to reduce
income tax liabilities, companies
generally take advantage of this feature
of their tax code.
Many foreign tax codes contain a
feature similar to the United States In
ternal Revenue Code under which gains
on the sale of certain assets are not taxed
if the proceeds from the sale are invested
in similar assets. In general such nontaxable gain reduces the tax basis of the
new asset, as it does in this country. In
other countries, however, this nontaxable gain is often recorded as a credit
to the asset account, thus understating
the book value of the new asset.
In all of these situations the American
accountant should recompute the book
value of the fixed assets to conform to
GAAP and set up a deferred tax ac
count. The computation of the balance
in the deferred tax account may be
further complicated if corporate tax
rates in the host country have changed
in the past, since APB No. 11 requires
that each year’s tax deferral be com
puted at that year’s tax rate. Strict
adherence to APB No. 11 would mean
determining the difference between tax
and book (under GAAP) depreciation
for each year since the asset was ac
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quired and multiplying each year’s
difference by that year’s corporate in
come tax rate — truly a formidable task.
Although foreign tax codes exercise
their greatest influence over the book
values of long-term assets, their effect
on other items in the balance sheet can
also be substantial. In many countires, it
is permissible to reduce inventories by
an allowance for actual or potential
price increases, especially in world
market prices, resulting in the extreme
case in Sweden of inventories with credit
balances.1
2 Many tax codes also permit
the deduction of estimated future ex
penses and expenditures if an allowance
is set up on the books. In Germany, for
instance, it is permissible to make a tax
deduction and set up a corresponding
allowance for repairs actually under
taken during the first three months after
the end of the taxable year.3 In cases
where allowances are shown on the cor
porate books which are not in accor
dance with GAAP, restatement of the
balance sheet requires their elimination
and the recognition of their deferred tax
impact.
Once the fixed assets and the related
tax-deductible allowances have been
restated under GAAP a large propor
tion of the secret reserves should have
disappeared. However, in many coun
tries secret reserves are also common
practice in many countries to overstate
taxable deductions by taking
questionable deductions, and thereby to
understate the tax liabilities.
All such credit balances should be
restated at realistic amounts and, if
applicable, deferred tax accounts
should be set up.
Determination of Fair Values
APB No. 16 sets out the methods of
valuing the assets and liabilities of a cor
poration whose net assets or shares are
purchased by another corporation
(paragraph 88), and the adjustments
necessary when some or all of the fair
values are non-deductible for tax pur
poses (paragraph 89). These methods
should, of course, be applied to the
valuation of the net assets of a foreign
and domestic corporations, two poten
tial problem areas exist in foreign stock
acquisitions: long-term receivables and
payables and long-term contracts.

Long-term Receivables and Payables
APB No. 16 states that long-term
receivables and payables should be
valued at their net present value using
the current interest rate to discount
future payments. In the case of a foreign
investee the question is: whose current
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interest rate? It can be argued that the
host country’s rate is the appropriate
one since that is the rate at which the in
vestee would probably borrow or lend if
no relationship existed between it and
the American investor company. It can,
however, also be argued that the current
American rate should be used, since that
is the rate at which the American in
vestor would borrow or lend money.
And, thirdly, it can be argued that the
lower rate should be used for payables
and the higher one for receivables, since
a multi-national group will presumably
borrow in the country with the lowest
rate and lend in the country with the
highest rate — all other things being
equal. Since long-term interest rates
have generally been substantially lower
in the United States than in other coun
tries a significant difference can arise in
net present values. The best argument
can probably be made for the host coun
try’s rate because then all assets and
liabilities will be valued in the local
market without regard for the identity
of the investor company.
Long-term Contracts
In any acquisition, whether of stock
in a domestic or a foreign corporation,
the valuation of long-term contracts can
present problems. GAAP require, for
instance, that the anticipated loss on a
long-term contract for materials at a
price above the current market price
should be recognized currently. If this
concept is expanded to long-term service
contracts, then anticipated losses on
them should also be recognized current
ly.
To take a simple example: If an
employee of the investee company holds
an employment contract for five years at
$50,000 per year and the investor com
pany plans to lay off this employee, a
loss of $50,000 per year for the next five
years can be anticipated. The loss to be
recognized currently is the present value
of the five payments of $50,000, each
discounted at the current interest rate.
This situation is more frequently en
countered in multi-national groups than
in domestic groups for two reasons: 1)
long-term employment contracts are
more common in other countries and
often extend down the corporate
hierarchy to middle-management levels,
and 20 personnel changes due to the in
troduction of American management
principles are more likely to happen in a
foreign than in a domestic investee.
In addition, long-term contracts call
ing for future payments without a cor
responding contribution to profits exist
in other countries. Such contractual

obligations are rare in the United States.
One example is the duty to pay
dividends on shares which have no par
or liquidation value, such as benefit and
redeemed shares mentioned previously.
Additionally, European firms have
long-term contracts with members of
the board of directors which entitle
them to a share of the profits each year
in addition to fees for attending direc
tors’ meetings.
The computation of future dividends
and profit distributions to directors is
complicated further because these
payments are based on the distributable
net income as determined under the law
or the accounting principles in the host
country — not net income under GAAP
— and also because these payments are
profit distributions and generally not
deductible for income tax purposes by
the investee company.
The two methods for treating such
potential liabilities are to record them at
their net present value, or to ignore
them. Under the first method payments
under these contracts would be debited
to the liability accounts; under the se
cond alternative they would be recorded
as expenses. The effect on net income
would, however, probably be similar
since goodwill would be larger under the
first method, resulting in larger amor
tization expense. The most feasible
method is a compromise between the
two alternatives so that future payments
which are either known, or can be es
timated fairly accurately, are recorded
at their net present value and the
remainder are left unrecorded, thus
decreasing the amount of goodwill.
Conclusion
The preceding discussion has
highlighted only a few of the problems
American accountants are likely to en
counter when they have to account for
the acquisition of a foreign investee
company. After they have solved the
problems of determining the book and
fair values of the investee’s net assets
they must still convert the local currency
into United States Dollars. Fortunately
FASB Statement No. 8 anticipates most
questions in this area and provides
answers to them.
1 Herbert Broenner, Die Bilanznach Handels —
und Steuerrecht (Seventh edition; Stuttgart:
Fachverlag fuer Wirtschafts — und Steuerrecht
Schaeffer & Co. GmbH, 1968), pp. 87-89 and 96103.
2 Arthur Andersen & Co., Tax and Trade Guide
— Sweden (Arthur Andersen & Co., June 1972),
p. 33.
3Price Waterhouse & Co., Information Guide
for Doing Business in Germany (Price
Waterhouse & Co., May 1970), p. 32.

